A prominent view in economics is that malfunctioning credit markets "are not simply passive reflections of a declining real economy, but are in themselves a major factor depressing economic activity." 1 This view has greatly influenced monetary policy. A clear example is the recent "Great Recession," when financial markets became volatile and illiquid and the viability of some of the world's leading financial institutions was seriously in doubt. Federal Reserve policymakers responded aggressively by lowering interest rates to near zero, implementing lending facilities, and instituting multiple rounds of quantitative easing, parts of which were aimed directly at supporting the functioning of the financial system.
Analyses linking the performance of financial markets to aggregate economic activity typically have a financial accelerator mechanism at their core. Fed Chairman Ben Bernanke eloquently summarizes the workings of this mechanism in a recent speech. 2 Here, I interpret movements in business credit demand and liquid asset holdings in terms of this theory.
The key links between the workings of the financial system and real economic activity are easily understood. Entrepreneurs may develop profitable projects and firms may find it profitable to expand or invest more. Both actions typically require tapping credit markets to obtain required resources. Access to credit, however, is limited by the presence of asymmetric information and principal-agent problems, which are natural in credit relations. Financial institutions appropriately monitor borrowers to help overcome these frictions.
Because of the costs incurred by lenders to monitor borrowers, external financing is generally costlier than internal financing. This external finance premium is negatively related to the borrower's net worth and overall financial position. This relationship creates a mechanism of financial acceleration. Any shock that affects the financial position of the firm affects its borrowing capacity, which in turn affects its profitability and, ultimately, its financial position. Shocks that otherwise would be short-lived may be easily amplified through this channel.
Two natural implications of the accelerator mechanism are that (i) crises with high financial distress should be associated with relatively larger declines in credit and (ii) a decline in credit should be associated with a decline in holdings of liquid assets. The chart shows the ratio of net changes in credit market instruments (including bank loans, commercial paper, and corporate bonds) to income before taxes for the U.S. nonfinancial business sector. Credit declined quite substantially during the Great Recession, as the theory predicts, given the distressed financial markets. However, the net change in credit does not seem particularly different from the two previous recessions, which were milder and not obviously driven by financial distress. Of note, not only did credit decline from 2008 to 2009, but firms also started repaying their debts (the change is negative). Furthermore, they did so while simultaneously accumulating highly liquid assets (currency, savings, and checkable deposits). The combination of these two observations is puzzling if firms are purportedly starving for credit but cannot obtain it.
The implementation of aggressive policies supporting credit markets is one possible explanation why credit did not drop more than in previous crises. It is also possible that shocks affect small and large firms asymmetrically and that aggregate data, as used here, mask such effects. Finally, the recent crisis may have affected very short-term credit instruments that are not necessarily captured in the quarterly frequency data available from the Fed's Flow of Funds Accounts statistical release.
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1. Unless otherwise indicated, data are monthly.
2. Shaded areas indicate recessions, as determined by the National Bureau of Economic Research.
3. Percent change at an annual rate is the simple, not compounded, monthly percent change multiplied by 12. For example, using consecutive months, the percent change at an annual rate in x between month t -1 and the current month t is: [(x τ /x τ -1 )-1] × 1200. Note that this differs from National Economic Trends. In that publication, monthly percent changes are compounded and expressed as annual growth rates.
4. The percent change from year ago refers to the percent change from the same period in the previous year. For example, the percent change from year ago in x between month t -12 and the current month t is:
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CPI Inflation and 1-Year-Ahead CPI Inflation Expectations
The shaded region shows the Humphrey-Hawkins CPI inflation range. Beginning in January 2000, the Humphrey-Hawkins inflation range was reported using the PCE price index and therefore is not shown on this graph. 
Federal Funds Rate and Inflation Targets
Calculated federal funds rate is based on Taylor's rule. Percent change from year ago
Gross Domestic Product
Dashed lines indicate 10-year moving averages. 96  97  98  99  00  01  02  03  04  05  06  07  08  09  10  11 Percent change from year ago
Real Gross Domestic Product
Dashed lines indicate 10-year moving averages. 95  96  97  98  99  00  01  02  03  04  05  06  07  08  09  10  11 Percent change from year ago
Gross Domestic Product Price Index
M2
Dashed lines indicate 10-year moving averages. 
Recent Inflation and Long-Term Interest Rates
Percent change from year ago Percent MZM (money, zero maturity): M2 minus small-denomination time deposits, plus institutional money market mutual funds (that is, those included in M3 but excluded from M2). The label MZM was coined by William Poole (1991) ; the aggregate itself was proposed earlier by Motley (1988) .
Consumer Price Inflation Rates

Long-Term Government Bond Rates
M2: M1 plus savings deposits (including money market deposit accounts) and small-denomination (under $100,000) time deposits issued by financial institutions; and shares in retail money market mutual funds (funds with initial investments under $50,000), net of retirement accounts.
M3:
M2 plus large-denomination ($100,000 or more) time deposits; repurchase agreements issued by depository institutions; Eurodollar deposits, specifically, dollar-denominated deposits due to nonbank U.S. addresses held at foreign offices of U.S. banks worldwide and all banking offices in Canada and the United Kingdom; and institutional money market mutual funds (funds with initial investments of $50,000 or more).
Bank Credit: All loans, leases, and securities held by commercial banks.
Domestic Nonfinancial Debt:
Total credit market liabilities of the U.S. Treasury, federally sponsored agencies, state and local governments, households, and nonfinancial firms. End-of-period basis.
Adjusted Monetary Base:
The sum of currency in circulation outside Federal Reserve Banks and the U.S. Treasury, deposits of depository financial institutions at Federal Reserve Banks, and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories. This series is a spliced chain index; see Anderson and Rasche (1996a ,b, 2001 , 2003 .
Adjusted Reserves:
The sum of vault cash and Federal Reserve Bank deposits held by depository institutions and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories. This spliced chain index is numerically larger than the Board of Governors' measure, which excludes vault cash not used to satisfy statutory reserve requirements and Federal Reserve Bank deposits used to satisfy required clearing balance contracts; see Anderson and Rasche (1996a , 2001 , 2003 .
Monetary Services Index:
An index that measures the flow of monetary services received by households and firms from their holdings of liquid assets; see Anderson, Jones, and Nesmith (1997) . Indexes are shown for the assets included in M2, with additional data at research.stlouisfed.org/msi/index.html. f t * = 2.5 + π t -1 + (π t -1 -π * )/2 + 100 × (y t -1 -y t -1 P )/2 to five alternative target inflation rates, π * = 0, 1, 2, 3, 4 percent, where f t * is the implied federal funds rate, π t -1 is the previous period's inflation rate (PCE) measured on a year-over-year basis, y t -1 is the log of the previous period's level of real gross domestic product (GDP), and y t -1 P is the log of an estimate of the previous period's level of potential output. Potential Real GDP is estimated by the Congressional Budget Office (CBO). Page 12: Velocity (for MZM and M2) equals the ratio of GDP, measured in current dollars, to the level of the monetary aggregate. MZM and M2 Own Rates are weighted averages of the rates received by households and firms on the assets included in the aggregates. Prior to 1982, the 3-month T-bill rates are secondary market yields. From 1982 forward, rates are 3-month constant maturity yields.
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